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OPINION

. S e s ACHS v e

This appeal is made Pursuant to section 18594 of
the Revenue and Taxation Code from the action of the Franchise :
Tax Board on the protest of Ernest w, and Alta M Kettenhofen -

tax in the anount of $215.88 for the year 1955,
Ernest w. Kettenhofen (hereafter "appellant") was a

retail used car dealer doi nva] u5| ness as Ketty Car Co., during.

t he year 1955. |ca1 en appel | ant sold"a car, he |
received a_ down payment con3|st| ng of cash or trade-In, or both REY
and the bal ance dué was evidenced by a condjtional sale eontract B
which, in addition to the net cash price of the autonobile -
included a finance charge,

Many, but not all, of these contracts were transferred
to' finance companies, Most of the conditional sale paper so
transferred was assigned, W|th recourse, to the Meriwether
Investment Co,, Ltd.”In return, appellant received a portion’
of the unpai d bal ance of the purchase price plus a portion of Cn
his share of the finance charge, The portion of the urchase :
price retained by Meriwether was credited to.an account titled .
"Wthhold ," After the cust oner had nade a designated nunber of
payments on the car, the amount in the "Wthhold" account vvas .
paid to appellant, Similarly, the retained portion Of apPe lant's .
share of the finance charge was credited by Neriweth 0 an
account titled "Reserve," Any amount DY, “which "Reserve".

aocoum; ‘exceeded 10 percent of t e t@tal outst andi ng contracts
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was distributed to appellant, These accounts,, commonly. known . =
as deal er reserve accounts, were held by Meriwether to secure -
appellant® obligations on the assigned contracts, the full
performance of which he had guaranteed by the terms of the s
assignment, In the case of default on a contract, Meriwether = -
charged appellant's deal er reserve accounts with the unpaid T
bal ance of the contract,,

Under appellant's method of accounting, all business .=
expenses were accrued, as were' those sales which were not dis=- >
counted through a finance company, In 1955, he recorded his
income from assigned conditional "sales papér on the accrual . °
method, including the amounts withheld by the finance conpanies ...
in gross 1 ncome.  For tax purposes, however,, appellant's 1955 «
return reported such income on the cash basis, excluding there-".,:
from anounts which had been credited to appellant's dealer .-
reserve accounts but had not yet been received. This nethod -
of reporting was consistent wth the practice appellant
followed in earlier years, Bad debt deductions were claimed- .: =
on 'the 1955 return for the amounts actually charged against o
appellant 's dealer reserve accounts because of defaulted
contracts, plus.an amount that had been credited to a bad S
debt reserve -account. This bad debt reserve related solely ...
to-sale contracts which had not been assigned to a finance, =~ ' ™=

company,

R

[t

_ .. The Franchfse Tax Board determined that the amounts
wi thhel d by the finance conpanies constituted Income to appellant:"".:
at the time such anounts were credited to appellant's deal er
reserve accounts,

| n. Commi ssi oner v, Hansen, 360 u,s, 446 (3 L. Ed, 2d "
1360]}, the UniTed States supreme Court held that en accrual -
basi s taxpayers, engaged in the sale of vehicles, sell instal- .
ment paper to finanCe conpanies which withhold a portion of the
purchase price of the instalment paper as security for the
performance of the dealers' obligations, crediting the same 'to
deal er reserve accounts, the anounts placed in Stch accounts "
constitute accrued income to the dealers at the time the with- "=
hel d amounts are entered on the finance conpanies' books. e
Subsequent cases follow ng Hansen clearly establish that the .7 -
Court's reasoning applies not only to anounts withheld from ..
t he dealer's share of the basic purchase price but also to s
anounts Wi thheld fromthe dealer's share of the finance charges,
§§§a iro v, Commissioner, 295 F.2d 306, cert , denied, 369 US... = =~
29 L. Ed, 2d 794]; General Gas Corp. V. Commissioner.
293 F.2d 35, cert, denied, 369 U.S., 816 (7 L. Ed, 2d 783) .)

Section 17561, subdivision (a), of the Revenue and . .=
that "Taxable income shall be conputed. ? -

Taxati on Code provides
under the nmethod of aceounting on the basis of which the = ...
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t axpayer regularly conputes his incomein keepi ng hisbooks."
Under " respondent' S regulations, a taxpayer whose business

consists of selling merchandise nust use the accrual basis

unless he 1s aut horized to do otherwi se, (Cal ., Admin, Code
t1t.18, reg. 17561, subd, (c)(2) and reg, 17601(a).) Further, "
respondent's regulations provide, in part, that a taxpayer
using the accrual nethod of accounting, in conputing business. L
expenses shall also use the accrual "nethod in conputing items @7
aftecti ngogrossllncorre fromhis trade or business. = (Ca.
Adm n, e, tit, 18, reg, 17561 subd, (c)(iv)(a).) Appellant ="
did use the accrual method in recording both business income
and expenses on his books, He cannot be considered to have i
been on the cash receipts and disbursements nmethod for tax S
pur poses,even though he may have reported certain incone e
Items on that basis, (See Appeals of Stanley H, Dettner, et al,,:
Cal. St. Bd, of Equal,, May 28, 1963,)

pel lant contends that the conditional sale contracts .
were not sold to the finance conpanies, that his customers
made their |oan arrangenents with the finance companies and . " -
that, in effect, the Tinance conpanies then made loans to him - ™
Nothing in the record before us supports such a contention.
| ndeed, a copy of a conditional sale contract submtted at the =
hearing of thi's matter establishes that it was assigned, with -
full recourse, to the Meriwether Investment Co,, Ltd., byE. W,
Kettenhofen three days after the conditional Sal e agreement had
been entered into between the customer and xetty Car Co., on
November 2 1955, (See also Commissioner V , Hansen, supra, :
360 u.s. bh6, 460, 461 (3 L. BEd, 2d 1360], which vejected A
simlar contention.)

Since appellant was an accrual basis taxpayer,
t he Hansen 'case and others cited above supr_ort respondent 's ST
concIusion that the amounts withheld by the finance comgnv = 7.
constituted inconme to appellant at the time they were credited == . . .
to his dealer reserve accounts, o

pel lant argues in the alternative that his dealer ' .
reserve accounts shoul d be considered to be a reserve for bad =
debts, the additions to which were properly deductible. This """
argunent is'unacceptable for several reasons. The Revenue and @ "
Taxation Code provides for the deduction of any specific_ debt ;
whi ch beconmes worthless within the taxable year or, in lieu
thereof (in the discretion of the Franchise Tax Board), for the “..
deduction of a reasonable addition to a reserve for bad debts. .-
(Rev, & Tax, Code, §17207, subds, (a)(IP] and (C)'t) It is ERRSEA
clear that, With respect to |osses on.the contracts assigned -~ ..
to finance companies, appellant elected to use the specific .-
charge-of f rather than the reserve method, Furthermore, :
appel | ant has not shown that his deal er reserve accounts
bore any reasonable relation t O & proper reServe for bad debts.
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Finally, appellant has not, to our knowledge, net any of the ..°
requirements for the ugse of the bad debt reserve nethod as g

set out In the Franchise Tax Board's requlations. (See Cal , - s 7%/
Adm n. Code, 46,18, reg. 17207(d).) o

4

Pursuant to the views expressed in the opinion of
ttrk:e bfoard on file in this proceeding, and good- cause appearing - .. -
erefor, SRS

. I T IS HEREBY ORDERED, ADJUDGED AND DECREED, pursuant: - ' "
to sectign 1859]5: of the Revenue and Taxation Code, that the R
action of the Franchise Tax Board on the protest of Ernest w,™ '
“and Alta M, Kettenhofen against aproposed assessment of RS
addi tional personal inconme tax in the anmount of $215.88for

the year 1955, be and the same is hereby sustained. SR
Done at Sacramento , California, this 27th ;-
day of Cctober, 1964,bythe State Board of Equalization,

Jeu W fonte ., cratrman
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